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Determining Applicable Legal Requirements

{ enders, purchasers and servicers of AMTs have not had to grapple with the patchwork
of conflicting state laws on prepayment fees and late fees. Federal preemption has
afforded the mortgage lending industry the ability o rely on a uniform national approach
1o this issue. The Amended Regulation changes that approach.

Now, the mortgage industry is scurrying 1o try to determine definitively and quickly with
which state laws relating 10 prepayment fees and late charges they will be required to
comply. To make this determination requires an in-depth review of the complex and :
~mmeme -gxiremely diverse laws and regulations on-prepayment fees and late-charges in eachof -
the fifty states and the District of Columbia. Many of these laws and regulations: {a)
impose speoial disclosure requitements; (b) limit the period during which the fees may
be_assessed; and (c) either limit the amount of the fees or prohibit 1he Téés absolutely.™
Because state-chartered“lﬁﬂ“ﬁi‘h’ﬁ“éfé"ﬂifﬁi’é’“t‘FEB’i’tT‘é”ﬁ“éi‘l'y have relied on the Parity Act afid~
OTS implementing regulations when making AMTs to avoid state limitations, very few of
these creditors have a firm grasp of this information on a multi-state basis. '

There is no single primary source that can readily and quickly supply crediors,
purchasers and servicers with the required information as it applies to their respective
operations. Unfortunately, this is not the simple exercise of looking at restrictions
applicable to fixed-rate products. Many states impose disclosure requirements and
imitations on AMTs that do not apply to traditional fixed-rate products. Also, the
requirements and limitations applicable to prepayment fees and late charges vary in 8
number of states according 0 ihe interest rate charged on the loan. In short, different

et oy

licensing frameworks. and. fina ngmg,,ﬁtgtms,.ﬂ.m,,axﬂ,r.esult.in-v_..t.he..v-appli.cation.,.of a variety of

i begt:

prepayment fee and late charge laws and regulations in a state.

The difficulties outlined above become exponentially greater for investors and servicers
(including federal {hrifis) that purchase morigage loans from or service morigage toans’
for a multitude of different species of state-chartered housing creditors. For an investor
{o ensure that the loans it purchases comply with applicable state law, the investor must
first determine the prepayment fee and late charge restrictions applicable to each of the
various types Of entities from which it purchases AMTs. As noted above, the
requireme_mg__QD__QQ.[,.,{—-!_._,S..talef,s‘_la,}x,mal_.ap,pjy._.to._.o,ne_,.hous.ing..cr,editor“,miht,ngtﬂ‘apglywtp

othérs that are licensed under a d""e’?..,’,‘.l.!ﬁ,‘,’!a‘.9[...‘..'3?23.2?1%!)9.@9&%99&%él?.ﬁgiﬁﬁgﬂj'.‘.@ef?s‘_

Jates. "'”"‘Aﬁd’”“‘r"ﬁé’ﬁﬁmﬁdhﬁiﬁ"g”“&i“éﬁi’ia?s' may have the ability to avail themselves of
preemptions under federal laws and regulations other than the OTS Parity Act
regulations. For example, some lenders making AMTs might be able to use the
following federal laws and regulations to preempt state laws on prepayment fees and

jate charges: {a) OTS regulations applicable to loans made by federal thrifts of their
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operating subsidiaries; (b) OCC regulations applicable to national banks and their
operating subsidiaries for cerlain adjustable rate mortgage loans; (c) OCC regulations
applicable to state-chartered commercial banks for certain adjustable rate morigage
joans made pursuant to the Parity Act and applicable OCC regulations; (d) state super
parity provisions; and (e) the most favored lender rights granted to different types of
depository institutions. Investors are finding it a Herculean task to wind their way
through this maze of state laws and regulations. It is equally, if not more difficult, for the
servicer who has to ensure the lawfulness of the fees it actually imposes on con'sumers
in accordance with the terms of the loan documents.

Programming Systems and Revising Loan Documents

Technology has revolutionized the modern U.S. morigage market. It is a systems-
driven business, with software and data bases in many cases replacing people lo
perform origination and servicing tasks. As noted above, figuring out the applicable
legal requirements is the first challenge under the Amended Regulation. Once the
applicable laws are determined, the next big task is to program the systems and amend
the loan documents to reflect the applicable laws. This takes time.

Compliance with the complex and extremely diverse laws and regulations .on
prepayment fees and late charges of all fifty states and the District of Columbia will
require substantial modifications 10 the computer systems and documents currently in
use in the national morigage markel. We have been informed that the mortgage
market, including the many software vendors whose loan origination systems are used
by lenders, will need more than three. menihs. 1o _implement.ihe changes required to
ensure compliance with the Amended Regulation. These.. modifications, however,
cannot be started until the legal reguirements 27e determined. Below we have listed

what we believe are some of the moré significant systems afid documentation changes
necessitated by the Amended Regulation.

« Rewriting the AMT promisson} notes and loan agreements. This includes
changes in the verbiage describing the timing and amount of fees that
may be assessed, and the related disclosures.

« Preparing and programming newly required disclosures. This includes
disclosures lenders will be required to deliver at of prior to the origination
of the loan, as well as those required during the servicing of a loan, that
lenders were not required to provide under the regulations in effect prior to

ihe Amended Regulations.
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. Pc?rforn?ing modifications to front end loan origination systems. Loan
origination systems must be reprogrammed to reflect accurately state
prepayment fee and late charge requirements and limitations. Loan
origination systems must also be reprogrammed to include codes that
tenders and third parlies who provide services to the lenders can use to
determine the appropriate prepayment fees and late charges to be applied
in a_particular state and to each loan product in that state. This may
require manual “workarounds,” increasing the likelihood of error,

. ""Pe_rforming’modiﬁcaﬁons to servicing systems. Servicers, like investors
face several different restrictions that could apply to loans they service'
depending on the entity that originated the loan and whether that entitg;
relied on other federal Jaws or regulations to preempt state prepayment
and fee late charge limits. Because loans originated prior to the loss of
parity will stil remain in servicers’ systems, and cannot be segregated
from the new non-parity loans, the prepayment penalty calculators that
servicing systems use will potentially need to process many different
calculations for each state and each loan product. We understand that
this requires significant programming efforts.

« Developing audit and quality control programs. Originators, servicers and
investors must all develop new tools 1o audit the information in their
systems to determine if any of the data regarding prepayment fees and
late charges are inaccurate.

e Training, Operating and Sales Staff. Changes in the requirements for
loans do not occur in @ vacuum. Companies need to train their staff on
the new changes, and this cannot occur until the required changes are
identified and the systems are modified.

While technology may speed the time within which a mortgage may be made, adapting
technology 1o new legal requirements is a labor intensive lask.

Structuring Securitizations and Loan Pricing

Mortgage loan pricing is directly related to the pricing of the securities in the capital
markets that are based on and backed by mortgage loans. An inherent.component to
the structure of any morigage loan securitization is an estimate of prepayment speeds.

For the last severa _
knowledge that the early cash flows payable on the typical subprime mongage backed

=

| years, the capital markets made such assumptions based on the
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security were higher than they otherwise likely would have been if the underlying loans
had contained prepayment fees. in securitizations, prepayment assumptions affect the
level of collateralization to generate sufficient cash flows, the number and type of
tranches to appeal to the “appetite” of different institutional investors and ultimately the
price of the related securities. This task is complicated by issues of commingling loans
in pools with and without-prepayment fees. =

We know that the lack of prepayment fees. with the expecied increase in prepayments
wili result in_an increase in the required_yields on 5”QRHBJ.Q,,,&QHQ&E;;%@EUriiies and
higher prices on mortgage loans; the question is by how much. Over time, the capital

' markets will adjust as they aré able o model prepayment speeds in the subprime sector
without prepayment limitations. In the short run, however, investors have yet to quantify -
the appropriate pricing differentials. The value attributed to similar prepayment fees for
fixed-rate loans or “prime” AMTs has limited utility and may not be predictive of the
behavior of consumers under subprime AMTs. Absent the ability to model based on
historic performance, we believe the natural tendency wili be to err of the side of caution
by requiring higher yields and collateralization levels and therefore higher loan prices.
Lenders and invesiors need more than three months to determine the appropriate
structures for securitizations of what is essentially a new loan product that will include

lower or no prepayment fees.

v * ¥
We appreciate your courtesy and atiention to this matter. We look forward to meeting

with you to discuss these and other issues related to the Amended Regulation in greater
detail. In the interim, please do not hesitate to call if you have any questions.

Sincerely,
s gt

Laurence E. Platt

cc: Jefirey Zeltzer
Maury Shevin, Esq.




